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A New Look at an Old Subject — Losses
BY SIG O. JORAANSTAD

Partner, Seattle Office
Presented before the 37th Annual Conference of Certified Public
Accountants of the Pacific Northwest, Spokane — June 1960

the Internal Revenue Code of 1954 was enacted the Committee reports indicated that Congress was not making any substantive changes respecting the tax treatment of losses deductible
under Section 165 except in two rather narrow areas dealing with theft
losses and losses on securities in affiliated corporations. Despite this
fact the first proposed regulations were not issued until June 1956.
Over three years later the Commissioner withdrew the first proposed
regulations and substituted a new set of proposed regulations. This
revision was necessary because of amendments made by the Technical
Amendments Act of 1958.
After hearings on the new regulations, the final regulations were
issued on January 16, 1960. These regulations are important because
the Service has changed its position on a number of fairly important
points. In some areas there has been clarification of the present policy
of the Service respecting the tax treatment of losses. Specific and
detailed guides are given which will be used in applying the rules and
policies. Many of the guides outlined in the final regulations are based
on principles developed by various courts in arriving at decisions on
like matters. This is apparently a continuation of the trend to more
specific rules in the statute and regulations in an attempt to narrow the
area of uncertainty concerning proper tax treatment.

WHEN

This morning we will consider only the more important changes
that have been made which affect the tax treatment of losses on the
voluntary removal of buildings and casualty losses. Also, some of the
general rules governing the year of deduction and partial deduction of
a loss where there is possibility of recovery or reimbursement. Other
areas covered by this Treasury Decision are important and merit careful study by everyone.
V O L U N T A R Y R E M O V A L O F BUILDINGS
FORMER RULE

One of the important areas that has been given rather lengthy
treatment in the new regulations relates to the voluntary removal of
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buildings. The Service has been consistent in following a two-part
rule in interpreting its regulations under the 1939 Code. First, if the
taxpayer intends to demolish buildings at the time he purchases improved realty, no deduction will be allowed. The entire amount he
pays for the property as well as the cost of removing the buildings are
considered part of the land costs, and presumably are taken into
account in arriving at the offering price. Secondly, if the intention to
demolish is absent at the time of purchase and the buildings are later
torn down, the taxpayer may deduct the remaining undepreciated cost
of the buildings whether or not they are replaced.
Several of the courts have agreed with the first part of the rule,
but have qualified the second part of the rule. Assuming that there
was no intent to demolish the buildings at the time of purchase, a
deduction would be permitted if the buildings were destroyed because
they had become useless or unsuitable for their intended use. A s to
such buildings the transaction was considered complete. Not so where
a building is removed to make way for a new structure. In that case
the basis of the old building was required to be added to the basis of
the replacement structure, on the theory that there was only a substitution of a more valuable asset for the less valuable. A n y loss from
demolition could reasonably be considered as part of the cost of the
new asset and be depreciated during its life.
INTENTION TO DEMOLISH FORMED
AT ACQUISITION

The first part of the rule that no allocation or apportionment is to
be made to buildings where improved real estate is acquired with the
intention of demolishing the buildings is continued with one important
modification.
"TEMPORARY USE OF IMPROVEMENTS PENDING
DEMOLITION"

A change has been made to give relief in those situations where a
taxpayer delays his demolition plans for a period of time and proposes
to use the acquired property for a temporary period. If the taxpayer
intends to use the buildings in his trade or business or to hold the
property for the production of income, he is permitted to allocate a
portion of the purchase price to buildings. The allocation is made at
the time the taxpayer decides to use the property or hold the property
for income purposes, taking into account the planned demolition. There
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is a limitation on the amount of depreciation that can be taken by the
taxpayer. Depreciation is limited to the present worth of the rentals
that will be received over the period of time it is expected the property
will be held for investment. Where the property is used by the taxpayer in his business this present worth will be determined by reference to the rentals that could have been collected had the property
been held for rental purposes.
The regulations are silent on how the present value of the right to
receive rentals is to be determined. A n example is presented where a
taxpayer acquired a property in January of 1958 with the intention of
removing the buildings. Taxpayer later determined that construction
would be delayed for a considerable period of time and on June 1, 1958
the taxpayer leased the building for a three-year period at an annual
rental of $1,200 or a total rental of $3,600 for the three-year period. The
regulations flatly state that the present worth of the anticipated rental
is $2,850. No indication is given as to how this figure was determined
but by reference to mathematical tables this would result in a discount
of approximately 7½% to 8%, which seems quite reasonable.
Specific approval by the Service permitting depreciation deductions during the period that the property is used by the taxpayer,
pending demolition, is certainly a liberalization. Taxpayers in this
situation will be able more properly to reflect their income.
A C C E L E R A T I O N

O F

P L A N

O F

D E M O L I T I O N

Now if the taxpayer accelerates his plan for demolition, any remaining portion of the cost allocated to buildings is deductible as a loss
at that time. In the example the taxpayer intended that the buildings
would be rented for a three-year period. If at the end of the second
year, the taxpayer decided to proceed with his construction plans he
would have $950 of unamortized cost remaining, which becomes a fully
deductible loss at that time. Thus, if the taxpayer accelerates his
timing in the planned demolition, any portion of remaining cost allocated to buildings is deductible at that time.
In view of this provision it would appear that the taxpayer should
view with a reasonable degree of optimism the length of time he
expects to use the property or to hold the property for the production
of income, recognizing that if his estimate is overly optimistic he will
be permitted a deduction in the year that he quits using the property.
Obviously, if the estimate is unrealistic, the Service would be justified
in disallowing the loss. While this may prove to be an area of contro244

versy, the taxpayer should have a good deduction if the estimate is
based on the facts existent at the time of renting the property or of
using it in the trade or business.
A point that is not referred to, but one likely to occur in many
instances is the proper treatment to be afforded payments made to
tenants to induce them to leave early. Would these payments be deductions or would these payments be required to be capitalized as part
of the cost of the land? It is likely that these payments would be considered as part of the land costs.
The provisions dealing with the temporary use of improvements
pending demolition should also be helpful in those cases where the
intent to demolish is abandoned. If the structures are put into productive use, a reallocation of the purchase price between land and
buildings can be made at that time. It is refreshing that the taxpayer
is not charged with allowable depreciation, but is permitted to make
the allocation at the time he decides to employ the property for income
purposes. In the past there have been some harsh decisions which
have refused to allow the taxpayer to recover through depreciation
any amount representing the cost of the building in situations like this.
I N T E N T I O N

TO D E M O L I S H

F O R M E D

A F T E R

ACQUISITION

Let's consider the second part of the general rule.
Where property is acquired without any intent to raze the building, but after a period of time demolition does occur, the owner can
deduct the demolition loss even though a new building is erected. This
reaffirms the Treasury position and as previously mentioned is contrary to some judicial decisions holding that where a building is demolished and replaced with a new building, the undepreciated cost of
the old building is to be added to the basis of the new and recovered
over the estimated useful life of the new structure. The Commissioner
is apparently hoping to settle the conflict between some courts and the
Treasury because an express statement is made in the regulations that
no part of the basis of the old buildings is to be added to the cost of the
new buildings.
While the position of the Service is clear, taxpayers may stilt have
a problem where a demolished building is replaced. There is the danger
that the Service may challenge the deduction on the grounds that the
intention to demolish existed at the time of purchase. Then if the taxpayers go to court, they may find the court holding that they are not
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entitled to the deduction but will have to add the adjusted basis of the
demolished building to the replacement structure.
C C H points out that even this may not cost the taxpayer the
deduction. In Raymond Jones the Tax Court required that the adjusted
basis of a demolished warehouse had to be added to the cost of the
new construction. In this case "the Commissioner submitted a Rule
50 computation in which a deduction was allowed for the demolition
loss." Thus, the holding of the Tax Court did not prevent the allowance of the deduction where the Commissioner felt that the holding
was in error.
WHEN INTENTION TO DEMOLISH IS FORMED

Assuming that intent to demolish existed at the time of purchase,
or that intent was formed after purchase, then the rules clearly show
what the consequences to the taxpayer will be. It is in the area of
proving when the intention was formed that there will be considerable
controversy between taxpayers and the government.
Difficulties are common in income tax when intention is a test. It
is always difficult to present a clear and convincing case of just when
the intention was formed, because subsequent events may on their
face tend to indicate that the position the taxpayer is taking is absurd.
The Treasury has given fairly extensive treatment to the various
factors and circumstances it considers important in determining when
intent to demolish was formed. It is, of course, a question of fact and
the answer depends on an examination of all the surrounding facts
and circumstances. The statements and supporting facts the taxpayer
has built up at the time he acquired the buildings or demolished the
buildings will certainly not govern completely as to when intent was
formed, but if relevant will be considered. A number of facts or circumstances indicating an intent to demolish at time of acquisition include the following: demolition shortly after acquisition; prohibitive
remodeling costs known at time of acquisition; municipal regulations
that prohibit the continued use of the building for profit purposes;
unsuitable buildings for the business; or, inability at the time of
acquisition to realize a reasonable income from the buildings.
The Service goes on to list ten factors that would indicate intent
was formed after the real property had been acquired. Some of these
factors are: substantial improvements of the buildings immediately
after purchase; prolonged use of the buildings for business or investment purposes; substantial change in business conditions after acqui246

sition; and, discovery of structural defects. Many of these factors are
circumscribed by words such as substantial, prolonged, and suitability
and will require the use of judgment by both the taxpayers and the
Service in applying them to a factual situation.
Probably the gist of the items listed by the Service could be boiled
down to this: If at the date of acquisition the continued use of the
buildings in the trade or business or the holding for investment was
likely to be a profitable venture, then a subsequent demolition would
probably be held to have been formed after acquisition. Realistically
the taxpayer at the time of acquisition is likely to take the most
profitable course—either to hold the property or to remove the buildings immediately and employ the property in a different manner.
In almost any purchase of improved realty that is followed by the
voluntary removal of buildings within a reasonably short period of
time, it is unlikely that any taxpayer will have a completely clear case
indicating the intent was formed after acquisition. It can certainly be
anticipated that taxpayers will have difficulties with the Service.

D E M O L I T I O N

U N D E R

L E A S E

Another area specifically covered relates to the removal of buildings by a lessor or a lessee. If the buildings are demolished "pursuant
to the requirements of a lease or the requirements of an agreement
which resulted in a lease" no deduction will be allowed to the lessor
on account of destruction of the old buildings. The remaining cost of
the old building and any costs of demolition will have to be written off
over the terms of the new lease. While this is new to the regulations,
this has been the holding in some court decisions. However, the court
decisions seem to have gone further than the regulations intend because the regulations are quite specific in stating that the removal of
the buildings is to be done pursuant to the "requirements of a lease or
the requirements of an agreement which resulted in the lease." The
proposed regulations had language of a more general nature and subject to a broader interpretation and merely used the term "pursuant to
the terms of a lease." It would appear that the intent of the more
restrictive language is to deny the deduction for demolition losses only
where the demolition occurs as a result of bargaining in connection
with entering into a lease.
If a taxpayer demolishes a building and either erects a new building for lease or leases the real property, it would appear that he should
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be entitled to a deduction for losses on removing the old buildings,
assuming the intent to demolish was formed after acquisition.
This would seem to be fair because there should really be no
difference between a taxpayer who demolishes a building and later
enters into a long-term lease of the real property compared with
another taxpayer who demolishes a building to make way for the
erection of a new and more valuable structure to be used in his business. This is a liberalization over what some courts have held. In
situations where the lease had not been entered into at the time of
demolition, the court held that there was a sufficient interrelationship
between the razing of the building and a subsequent lease to require
that the cost of the old building be written off over the term of the new
lease.
The requirement in some instances that the remaining basis of the
old building be part of the cost of acquiring a lease can be costly taxwise. This is so in the case where the lessor is an individual who dies.
The deduction is personal to the lessor and would not be available to
either his estate or his heirs.
C A S U A L T Y LOSSES
G E N E R A L

Some significant changes have been made in the area of casualty
losses. Section 165 permits individuals and corporations to deduct
losses arising from fire, storm, shipwreck or other casualty irrespective
of whether the property is used for personal purposes, business purposes, or for the production of income.
M E A S U R E M E N T

O F T H E

LOSS

The Service has followed one rule in measuring the loss sustained
in the case of non-income producing property and a different rule in
measuring the loss sustained on business or income property.
In the case of non-business property, the deduction is the smaller
of the actual loss in market value of the property resulting from the
casualty or the adjusted basis of the property, reduced in either instance by insurance or any other compensation.
As to business or income producing property, the position of the
Service has been that the deduction is the same percentage of the
adjusted basis of the property as the decline in market value due to the
casualty is of the total value just prior to the casualty. This means that
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unless the adjusted basis and the value of the property are exactly
equal, the amount deductible under this rule will be either greater or
less than the actual loss in value.
Surprisingly enough the Treasury has now done an about-face
respecting the measurement of the amount of the casualty loss in the
case of business and income-producing property. It now agrees that
the rule applicable to non-business losses should be applied to business
losses.
It may be that the Service took cognizance of a Fifth Circuit Court
decision in adopting this new position. That Court in deciding the
amount of a casualty loss sustained to business property, held that
there was no authority for differentiating in treatment between business and non-business casualty losses. The Court held that in this case
the business loss should be determined in the same manner as though
the loss had been suffered on property held for personal use.
This case clearly illustrates the difference in result to the taxpayer
under the two methods: In this case the . . .
Value before the casualty
less the:
Value after the casualty
results in:
Loss in value of
The ratio of loss to value is:
the resultant:
Adjusted basis is

$1,600,000
1,400,000
$ 200,000
12%
$ 520,000

The Commissioner applied his usual rule and allowed a deduction
of about $62,000 (12% of $520,000) but the Court allowed the full
economic loss of approximately $200,000.
Now the uniform rule will be applied to partial losses irrespective
of whether the casualty losses incurred are business or non-business
losses. One important difference still exists in the case of a total loss.
In the case of a non-business loss where the property is completely
destroyed, the deduction is limited to the loss in fair market value
actually sustained by the taxpayer. In the case of a business loss, if
the property is totally destroyed, a deduction will be allowed for the
entire basis in the property even though that may exceed the actual
economic loss.
AGGREGATION OF UNITS OF PROPERTY FOR MEASURING THE LOSS

Another distinction remains between business and non-business
casualty losses. In the case of improved residential real estate the loss
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is determined by valuing the entire property as a whole before and
after the casualty. Land and improvements are treated as an integral
unit for this purpose.
In the case of business property the loss is determined by reference
to each single identifiable property damaged or destroyed. For example, a taxpayer had a property where the cost could properly be allocated among land, building, and trees. If a hurricane were to destroy
the building and the trees, or damage them in part, the loss deductible
by the taxpayer would be determined by reference to the loss suffered
on the building separately, and separately as to the loss suffered on the
trees.
Prior case law in the business area was not clear with respect to
this point. In three cases involving damage to citrus groves by frost
or hurricane three different tests were applied. The regulations now
make it clear that in the event of damage by casualty to a building and
trees used in a trade or business, the decrease in value is determined
by taking the buildings as a unit and the trees as a unit and computing
the loss as to each unit, separately. A n example in the regulations
illustrates this rule. Interestingly enough in the example, it is stated
that the land was damaged by hurricane and thereafter the land and
buildings are treated as one unit and the trees as a separate unit.
METHOD OF VALUATION

The new regulations continue the requirement that the fair market
value before and after the casualty shall generally be ascertained by
competent appraisals. A new provision is added requiring that any
general market decline to undamaged like property in the area must
be taken into account in determining the amount of the loss. The
deduction would be limited to the actual loss suffered from the damage
to the property and no deduction would be allowed for the general
decline in the market. This rule has probably been added as a result
of a number of court decisions holding that a taxpayer is not entitled to
a loss resulting from a general decline or temporary decline in market
value because of the occurrence of a casualty. It is likely that this may
be a fertile field for litigation. To say that fair market value after the
casualty has to be adjusted upward by a "general decline" seems a
contradiction to the general definition of fair market value.
REPAIRS

Repairs continue to be acceptable as evidence of loss of value pro-
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vided the repairs are necessary to restore the property to its condition
immediately before the casualty. Certain additional requirements were
added that were generally recognized as being necessary prior to these
regulations: that the amount spent for repairs was not excessive; that
the repairs did not care for more than the damage suffered; and that
the value of the property after the repairs did not exceed the value of
the property immediately before the casualty.
YEAR OF DEDUCTION

The year in which a deduction is to be claimed is covered in a new
paragraph. The formal position of the Service as set forth in a separate
pamphlet dealing with casualty losses has been that a loss is deductible
in the year of the casualty or the year the event occasioning the loss
occurred. This position was in some respects very questionable. Ordinarily a loss would be sustained at the time the casualty occurs but
there are exceptions. There have been instances where a loss to trees
resulting from a freeze was not actually determined until several years
after the freeze had occurred. Until that time it was impossible to
determine which trees could and which trees could not be saved.
The Service has retreated from this former position particularly
with respect to casualty losses and in cases where reimbursement is a
factor. It is now stated that a loss is allowed only for the year in which
the loss is sustained. For this purpose a loss is treated as sustained
during the taxable year in which loss occurs as shown by closed and
completed transactions and is fixed by identifiable events occurring in
such taxable year. If a loss occurs and there is a reasonable prospect
of recovery, there is no deductible loss until the year in which it can be
determined whether or not reimbursement will be received.
R E A S O N A B L E

PROSPECT A N D R E A S O N A B L E

C E R T A I N T Y

Not too much light is shed on what constitutes "reasonable
prospect" or "reasonable certainty." The usual qualification is that
reasonable prospect is a question of fact to be answered by all the facts
and circumstances. It would seem that the possibility of reimbursement in order to postpone deductibility must be substantial. A bare
hope or purely speculative chances of repayment will certainly not
postpone the deductibility of a loss. Neither is the taxpayer required
to exercise a high degree of optimism about ultimate recoupment. The
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Supreme Court has said "the taxing act does not require the taxpayer
to be an incorrigible optimist."
The examples given of reasonable certainty include settlement of
the claim by adjudication of the claim or by abandonment of the claim.
A l l of these examples would generally be considered as conclusive
determination by anyone. In the case of abandonment, however, the
regulations provide that the taxpayer must produce objective evidence
of having abandoned the claim, such as by execution of a release.
If the casualty or other loss is only partially covered by a claim for
reimbursement, the portion of the loss not covered is deductible during
the taxable year of the loss.
Paralleling this change is a requirement that any recovery in a
year following the year of the loss is to be included in income in the
year of recovery to the extent that the taxpayer received a tax benefit
in the earlier year. It is now no longer necessary, or for that matter
permitted, to correct the earlier year of the loss. This should be a
welcome change for everyone.
From a practical viewpoint it would seem that most tax practitioners and taxpayers will look at possible recoveries or reimbursements with a rather jaundiced eye and claim the loss in the earliest
possible year in order to preclude the possible assertion, if claimed
later, that the loss had been sustained in an earlier year now barred
by the statute of limitations.
CONCLUSION
These new rules generally apply to losses incurred after the date
of publication—that is, January 16, 1960. But an option exists as to
whether the old or the new rules shall be applied for all open years and
for all taxable years beginning on or before adoption of the new rules.
This means that all taxpayers filing returns for years ending December
31, 1960, or earlier, can apply the rule producing the larger deduction.
Let us review briefly where the alternate application of the rules
may provide tax savings or tax refunds. Such results may come from:
(1) The liberal treatment of the time for deducting casualty and
other losses.
(2) Application of the non-business rule to the computation of the
amount of casualty loss in the case of damage to business or
income-producing property. The non-business rule produces
a more favorable result than the old rule if the fair market
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value of the property exceeds the adjusted basis of the property in the hands of the taxpayer. W e have been living in an
expanding and inflationary economy with the result that the
total dollar amount used to state the value of assets may have
increased greatly. This could result in a substantial refund
of tax for prior years if a business casualty has been sustained.
(3) Temporary use of improvements pending demolition. A depreciation deduction is permitted for the period the property
is held for business or income purposes. The taxpayer is not
charged with allowable depreciation but makes an allocation
to buildings at the time he decides to hold the property for
productive purposes.
(4) The taxpayer's having failed to take a loss deduction in an
open year in which a building was demolished.
This then is an area where all of us have an opportunity to render a
real service to our clients.
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